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Preface 


The Government of Canada has for several years devoted intensive efforts to improv- 
ing the economic security of Canadians in their retirement years. Tax assistance to 
encourage Canadians to save for retirement is an important means of attaining that 
security. Improvement of the tax assistance system was proposed in the report in 
1979 of the Task Force on the Retirement Income System; in the Green Paper con- 
taining the government’s proposals for Better Pensions for Canadians, which was 
issued by my colleague the Minister of National Health and Welfare and myself in 
1982; and, most recently, in the report of the Special Parliamentary Task Force on 
Pension Reform in December 1983. 


The government now proposes to undertake a bold initiative for Improved Tax Assist- 
ance for Retirement Saving as set out in this paper. By bringing up to date the exist- 
ing measures that have been introduced piecemeal over the years, and adding new 
features, the proposal creates a single coherent system of much fairer and more effec- 
tive tax assistance. Millions of working Canadians will be able to address themselves 
more realistically to the goal of maintaining their living standards in retirement. 


In 1985, the limit on tax deductible contributions to retirement savings plans will be 
18 per cent of earnings to a maximum of $10,000, compared to the present ceiling of 
$5,500. By 1988, the limit will rise to $15,500. This limit will apply on a comprehen- 
sive basis to both employer and employee contributions to pension and retirement 
savings plans. It will give contributors to individual plans, such as registered retire- 
ment savings plans (RRSPs), the same scope for pension-building as participants in 
employer-sponsored registered pension plans (RPPs). This is of particular importance 
to the self-employed and others who cannot belong to employer-sponsored pension 
plans. All taxpayers will now be on the same footing in contributing to different 
types of retirement savings plans. 


Provision for the carry-forward each year of unused tax deduction entitlement from 
earlier years will be another major innovation. Taxpayers will be able to finance their 
pensions as their means permit. . 


Inflation adjustment will be provided by the indexing of deduction and benefit enti- 
tlement to the average industrial wage. This will make the system of limits on deduc- 
tions self-adjusting, no longer dependent on parliamentary action for updating. 


Finally, the government proposes to create a registered pension account (RPA). This 
new individual retirement savings vehicle will accommodate employer contributions 
with lock-in of funds until retirement, meeting the need of small business for simple 
administration, and the need of mobile workers for a more portable plan to which 
employers will be likely to contribute. 
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The proposed system will benefit Canadians in a wide variety of circumstances. The 
raising and indexing of deduction limits will provide more contribution room to all 
taxpayers. Mobile workers will receive additional entitlement to deduct contributions 
to offset the loss of any unvested pension benefits. Women who work part-time while 
raising children will be able to make up for missed contributions in later years. 
Individuals with fluctuating incomes will be treated more fairly by a system based on 
aggregate career earnings rather than annual earnings. Farmers and small business 
proprietors will be able to invest in their farms or businesses during their working 
lives and then transfer funds from the sale of these assets to retirement savings plans 
when they retire, using a career’s worth of deduction entitlement. 


Improved Tax Assistance for Retirement Saving will help build a stronger private 
pension sector. By unifying the disparate approaches to tax assistance that have 
developed over the years, the system will become simpler in many ways. On the other 
hand, it will require that new information be recorded and reported by employers, 
tax filers, and Revenue Canada. 


The basic features of the proposed system are covered in this paper, leaving many 
technical details to be worked out in consultation with the private sector. Comments 
on the proposal are invited by June 30, 1984. More technical information is available 
from the Department of Finance. Leaving time for consultation, 1t should still be pos- 
sible to start introducing major features of the new system as early as January 1, 
1985. I look forward to widespread response to this paper and useful exchanges with 
the private sector and all interested individuals in order to expedite the introduction 
of Improved Tax Assistance for Retirement Saving. 


Wetec se lorde 


The Honourable Marc Lalonde 
Minister of Finance 
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Introduction 


Canadians saving for retirement receive significant assistance from income tax deduc- 
tions permitted for contributions to employer-sponsored registered pension plans 
(RPPs) and individual registered retirement savings plans (RRSPs). 


These plans accounted for an estimated $160 billion in assets at the end of 1982, and 
an estimated $16 billion in contributions in 1983. The tax assistance provided to 
them cost the federal and provincial governments more than $5 billion in lost revenue 
in 1983. 


While adjustments have been made from time to time in the level of tax assistance, 
the basic form of the system has undergone little change during the 27 years since 
the introduction of RRSPs in 1957. During the past quarter century, however, 
changes have occurred in the retirement income system in Canada, including the 
introduction of the Canada and Quebec Pension Plans (C/QPP) in 1966 and 
increases in other public pensions. The work patterns and saving habits of Canadians 
have also changed. Moreover, prices have risen by 90 per cent since the last general 
change in deduction limits in 1976. 


This consultation paper examines the adequacy and suitability of the tax assistance 
system in the present economic environment and proposes a system of Improved Tax 
Assistance for Retirement Saving. New limits and rules, based on the career earnings 
of individuals, will provide more ample assistance and more equitable treatment of 
workers in different employment circumstances and different types of plans. 


These improvements are part of a broader reform embracing also public pensions and 
the regulation of private pensions. Far-reaching proposals to improve the Canadian 
system of economic security in retirement have emerged from the intensive re-exam1- 
nation that began with the federal government’s appointment of the Task Force on 
Retirement Income Policy in 1976. Its report in 1979 was a comprehensive and 
detailed analysis of policy issues. It was followed by the 1982 Green Paper, Better 
Pensions for Canadians, in which the government put forward pension reform pro- 
posals for public discussion. In 1983, the Parliamentary Task Force on Pension 
Reform provided a forum for that discussion. It heard testimony on the Green Paper 
proposals and other pension issues before reporting in December. Several provinces 
have also conducted enquiries into retirement income policy. 


Among the recommendations that have emerged to strengthen both the public and 
private pension systems are proposals to increase guaranteed income supplement 
(GIS) benefits for single pensioners; increase benefits under the C/QPP, particularly 


for women; and, in the private sector, improve pension coverage, extend inflation pro- 
tection, improve vesting, portability, and survivors’ benefits, and require greater 
information disclosure to employees. 


Recommendations to strengthen the private plans by improving tax assistance have 
also been made. The Green Paper stated that: 


The Government of Canada believes a new system of fairer, more comprehen- 
sive, and more flexible limits on tax-assisted retirement saving 1s required. Such 
a system could provide greater uniformity in the treatment of various pension 
arrangements.... It could also ensure that the total accumulation in these plans 
is not excessive. Improved flexibility could give older workers and workers with 
fluctuating employment earnings greater scope to compensate for not having 
contributed fully to their plans in certain years. 


The Green Paper also proposed the creation of a new individual retirement savings 
plan, called a registered pension account (RPA), to accept employee and employer 
contributions which would be locked in until an employee’s retirement. This would 
make pension contributions less complex for small business employers and assist in 
improving the portability of the employee’s pension benefits. The Parliamentary 
Task Force endorsed the Green Paper proposals and made additional reeommenda- 
tions concerning the form of tax assistance and the target pension level it should sup- 
port. 


The federal government, within its jurisdictional bounds, plans to take action in most 
of these areas in the next few months. The new tax provisions in this paper are 
closely linked to the subject matter of other possible reforms, such as earlier vesting, 
improved pension portability, and greater information disclosure on pensions by 
employers to employees. Because of such linkages, these tax proposals should be seen 
as one important part of a general reform aimed at building better pensions for 
Canadians. 


In summary the projected improvements to tax assistance are as follows: 


e The limit on deductible contributions to retirement savings plans will be 
raised to 18 per cent of earnings up to a maximum of $10,000 in 1985. By 
1988, this dollar limit will rise to $15,500. 


e Equivalent access to tax assistance will be provided regardless of the type 
of retirement savings vehicle used. 


e  Carry-forward of unused deduction entitlement from year to year will pro- 
vide a career base for pension and retirement saving. 


e The indexing of deduction and pension benefit limits to the average indus- 
trial wage (starting in 1989) will make the system self-adjusting in the face 
of inflation and growth in the average standard of living. 


e Introduction of the RPA will accommodate the administrative needs of 
small business and the portability-of-pension needs of mobile workers. 


e Simplification of pension planning and administration will occur once the 
complexities of introducing the system have been overcome. 


e Expansion of the Canadian system of private pension arrangements, both 
in the number of Canadians covered and in the amount of retirement 
income funded, can be expected to result from the combination of these 
new features. 


In the months immediately ahead the government looks forward to the opportunity 
of incorporating into the proposal further suggestions for improvement that emerge 
from public debate and consultation. 


Chapter | 
The Place of Tax Assistance in Building Pensions 


Retirement income policies in Canada are based on three main principles which were 
set out in the 1982 Green Paper. They are: 


e Elderly Canadians should be guaranteed a reasonable minimum income. 


e The opportunities and arrangements available to Canadians to provide for 
their retirement should be fair. 


e Canadians should be able to avoid serious disruption of their pre-retirement 
living standards upon retirement. 


The goal of a reasonable minimum income is achieved mainly through the public 
pension system. The universal, flat-rate old age security (OAS) pension and the 
income-tested guaranteed income supplement (GIS) provide a basic minimum retire- 
ment income for those with little or no income from other sources. For those with a 
history of earnings before retirement, the compulsory, contributory, earnings-related 
Canada and Quebec Pension Plans (C/QPP) provide additional public pension 
income. 


The universal OAS pension in 1983 was $3,021 a year. The income-tested GIS could 
provide additional maximum benefits of $3,032 to single pensioners and $4,675 to 
two-pensioner families. Maximum benefits under the CPP were $4,142. These public 
pension benefits are complemented by tax provisions which ensure that low retire- 
ment incomes are not subject to taxation: an age exemption (at 65) of $2,470 in 
1984, and a $1,000 pension income deduction, both of which are transferable 
between spouses. 


For Canadians in the lower income brackets, public pensions provide enough replace- 
ment income upon retirement to avoid serious disruption of living standards. For a 
one-earner couple with pre-retirement earnings of about $15,000, for example, the 
income from OAS, GIS, and the C/QPP is just enough to provide continuity of con- 
sumption in retirement. 


Canadians in the middle and higher income brackets must supplement their public 
pensions with income from employer-sponsored pension plans, individual retirement 
saving plans, or other investments to assure maintenance of living standards after 
retirement. Tax assistance for retirement saving 1s the government’s means of 
encouraging and helping them to do so. 


Full maintenance of living standards at retirement occurs when income available for 
consumption is the same before and after retirement: that is, when income minus 
taxes in retirement is equal to earnings minus both taxes and savings before retire- 
ment. For individuals earning close to the average wage, a fairly modest private pen- 
sion is all that is needed in addition to OAS and C/QPP income to avoid disruption 
of living standards upon retirement. For Canadians in a broad range of higher earn- 
ing levels, on the other hand, maintenance of living standards requires private pen- 
sion income equal to 60 to 70 per cent of pre-retirement earnings. Benefit rates in pri- 
vate pension plans commonly reflect these income replacement needs. 


How Tax Assistance Works 


Tax assistance for retirement saving is provided by allowing contributions to regis- 
tered pension plans (RPPs) and registered retirement savings plans (RRSPs) to be 
deducted from income in computing tax. Further, the return on savings in the plans 
is not taxed each year but reinvested in full. Tax 1s paid only when income from the 
plans is paid out in retirement. 


This tax treatment provides tax deferral and income averaging benefits. Tax is 
deferred on both contributions and investment returns, often for long periods. The 
income averaging benefit occurs in the typical case where the contributor’s tax rate is 
lower when the retirement income is received than when the contributions were 
made. The averaging benefit 1s increased by the $1,000 pension income deduction 
and the $2,470 age exemption which favour the elderly by lowering their tax rates. 
These benefits allow individuals to build larger pensions from a given amount of 
pre-tax savings. 


The Balance of Public and Private Pensions 


Direct expenditure on public pensions, and tax expenditure on assistance to regis- 
tered pension and retirement plans, are both already substantial. Public pensions 
cost $15.1 billion in 1983, broken down as follows: OAS, $7.6 billion; GIS, $2.8 bil- 
lion; and C/QPP, $4.7 billion (financed by employer and employee contributions). 
The revenue cost of tax assistance for retirement saving in 1983 was about $5 billion, 
of which two-thirds was attributable to employer-sponsored RPPs and one-third to 
individual RRSPs. 


The numerous enquiries into retirement security at both federal and provincial levels 
in recent years have shown that Canadians wish to retain this mixed system of public 
and private pensions, a balanced structure embracing both the pooling of resources to 
assure minimum standards and the exertion of individual initiative and responsibility 
to provide for additional retirement needs. 


A strong private sector role in pension-building has important advantages. Private 
arrangements provide the individual with greater flexibility and personal control over 
pension saving than are possible under public pension programs, with their fixed 


schedules of contributions and benefits. Private pensions and RRSPs are also an 
important source of investment capital for Canadian business and industry. At the 
end of 1982, about $40 billion of the total assets of $160 billion in private pension 
and retirement plans was in private-sector investments. 


The maintenance of a strong private pension sector and a sound balance between 
public and private pensions will become increasingly important as the elderly seg- 
ment of the population (age 65 and over) grows from 13 per cent of the adult popula- 
tion (age 18 and over) at present to a projected 20 per cent in the next 40 years, and 
as the costs of the public pension system grow accordingly. 


By encouraging individual saving for retirement through RPPs, RRSPs, and the pro- 
posed RPAs, the new system of tax assistance proposed in this paper will comple- 
ment other initiatives aimed at strengthening both the public and private pension 
systems and will help maintain the balance between the two systems. The proposal 
will also emphasize the principle that opportunities available to Canadians to provide 
for their retirement should be fair to all. 
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Chapter 2 
The Tax Assistance System Today 


The Income Tax Act has provided incentives for retirement saving almost from its 
inception in 1917. Explicit provision for the deduction of workers’ contributions to 
employer-sponsored pension plans was introduced in 1919. Later, limits were placed 
on the size of contributions that could be deducted. Provision also was made to allow 
workers to deduct contributions for years of past service with an employer in which 
they had not contributed to an RPP. 


The introduction of the RRSP in 1957 provided a major broadening of tax assistance 
coverage. Here was a plan that allowed an individual to have a tax-assisted retire- 
ment saving vehicle independent of an employer’s plan. RRSPs have become a boon, 
not only to the self-employed, but also to the worker whose employer has either no 
plan or an inadequate plan. 


In addition to the two foundation blocks of private pension-building — RPPs and 
RRSPs — there are a number of other elements, such as deferred profit sharing plans 
(DPSPs) and retiring allowances, which the tax assistance system embraces. 


The private plans fall into two categories, defined benefit and defined contribution, the 
latter widely known as money purchase. A defined benefit plan promises a certain level 
of pension, or of survivor or disability benefit, and the plan sponsor undertakes that 
this promise will be met. Most employees who belong to RPPs are in the defined 
benefit type. A money purchase plan, such as an RRSP, provides whatever benefit the 
accumulated contributions and return on investment will buy. 


As shown below, about 5.5 million Canadians had private pension or retirement sav- 
ing arrangements in 1981. This compares to 11 million in the Canada and Quebec 
pension plans, which represents virtually all Canadian earners who might participate 
in private plans. 


Number of 
Plan type participants 

(thousands) 
RRSP only 825 
Money purchase RPP 246 
Defined benefit RPP 4,412 
Total participants 5,483 


These figures include both contributory and non-contributory RPPs. A plan 1s called 
non-contributory when the employer contributes but the employee does not. 


In order to be eligible for tax assistance, the plans must meet certain minimum 
requirements and be approved for registration by Revenue Canada. We will turn now 
to look at each of the registered plans, and some other retirement provisions, as they 
relate to the system of tax assistance. 


The Present System Plan by Plan 
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Registered Pension Plans (RPPs) 


Registered pension plans are employer-sponsored or union-sponsored retirement 
income arrangements of either the defined benefit or money purchase type, or a combi- 
nation of the two. 


Employee contributions to an RPP for current service are deductible to a maximum 
of $3,500 a year. Subject to the terms of the pension plan, the employee may deduct 
up to an additional $3,500 for each year of past service when the employee was not a 
contributor to the plan. 


Employer contributions are deductible to a maximum of $3,500 a year per employee, 
in a money purchase plan, or to the amount necessary to fund the maximum allowable 
pension in a defined benefit plan. The maximum defined benefit pension for tax-assist- 
ance purposes is defined in Revenue Canada Information Circular 72-13R7 as the 
lesser of: 


(a) $1,715 times the number of years of pensionable service not exceeding 35, 
and 


(b) the amount that is the product of: 
(i) 2 percent per year of pensionable service not exceeding 35 years, and 


(11) the average of the best three consecutive years of remuneration paid to 
the employee by the employer. 


Under these provisions, the maximum pension qualifying for deduction of contribu- 
tions is at present $60,025, or $1,715 a year times 35 years. Because of the 2 per cent 
of earnings limit, one would need a salary of $85,750 or more to be eligible for the 
maximum pension. For most people, of course, the allowable pension would be a 
lower amount calculated as 2 per cent of the average of their best three years of earn- 
ings multiplied by their years of pensionable service with their employer. 


The maximum pension must also comply with a complex set of rules designed to limit 
the cost of tax assistance to the general taxpayer. These rules govern the age of enti- 
tlement (normally no earlier than 60); the service eligible for inclusion in calculating 
the pension; the scope for indexing provisions; and the ancillary benefits that can be 


provided in the event of death, disability, or termination of employment prior to the 
normal retirement age in the plan. 


By far the majority of workers belonging to RPPs, including most public sector 
employees, are in defined benefit plans. But only a little less than half the employees 
of the private sector are covered by any type of RPP, and the percentage covered has 
not been increasing in recent years. While governments and large corporations nor- 
mally sponsor defined benefit RPPs, medium and small enterprises are often unwilling 
to take the risk of meeting the promised benefits, or find the administrative require- 
ments of such a plan too onerous. 


Registered Retirement Savings Plans (RRSPs) 


Registered retirement savings plans are individual rather than employer-sponsored 
savings vehicles. Individuals can deduct contributions to an RRSP of up to 20 per 
cent of earned income, to a maximum of $5,500 a year, unless they are also accruing 
benefits under an RPP or a DPSP. Members of those other plans are limited to 
RRSP contributions of 20 per cent of earned income up to $3,500, minus any amount 
contributed to an RPP. Contributions to an RRSP in excess of $5,500 in a year are 
subject to a penalty tax of 1 per cent a month until withdrawn. 


Married individuals may contribute to either their own plan or one in the name of 
their spouse, or both, but only up to the limit for the contributing individual. 


In 1981 two million Canadians contributed to RRSPs, one-third of them women. 
More than half the RRSP contributors were also contributors to other plans, since 
only 825,000 tax filers had RRSPs alone. 


Deferred Profit Sharing Plans (DPSPs) 


Deferred profit sharing plans for workers are employer-sponsored deferred income 
plans. Employers can deduct contributions equivalent to 20 per cent of an 
employee’s earnings up to a maximum of $3,500 minus any RPP contribution in the 
year. Contributions cannot be made for significant shareholders and related persons. 


Employee contributions to such plans are not deductible when made or taxable when 
withdrawn. Employee contributions above $5,500 are subject to a penalty tax of 
1 per cent a month. 


While the purpose of the DPSP vehicle is to encourage profit-sharing, most DPSPs 
have been established by employers as substitutes for a registered pension plan. 
DPSPs, often in combination with a group RRSP, constitute a money purchase retire- 
ment savings vehicle for the employees. 


DPSPs afford somewhat greater flexibility to employers and employees than pension 
plans. They have not been subject to federal or provincial pension benefit standards 
legislation. They permit more flexibility in varying the level of contributions. They 
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provide for investment in shares of the employer corporation, withdrawal of contribu- 
tions prior to termination of employment, and payout in the form of lump-sum or 
instalment payments. 


Before 1982, the great majority of DPSPs were established by companies for the ben- 
efit of principal shareholders. After recent Income Tax Act amendments restricting 
contributions for the benefit of principal shareholders, a number are being replaced 
by money purchase RPPs. 


Retiring Allowances 


Retiring allowances are payments made by an employer to an employee subsequent 
to retirement or termination of employment. If placed in an RPP or RRSP, they are 
deductible from income for tax purposes within the following limits: 


e $2,000 for each year of employment for which benefits under an RPP or 
DPSP vested in the employee, and 


e $3,500 for each other year of employment with the employer. 


Retiring allowances enable employers to compensate employees for past inadequa- 
cies in their pension plans. They can be used as a form of separation allowance or ter- 
mination payment. They may be part of an employment contract or subject to the 
discretion of the employer. 


Non-Registered Employee Benefit Plans (EBPs) 


An employee benefit plan is one to which an employer contributes on behalf of his 
employees, other than the registered plans listed above and certain other specified 
types of plan. 


The employer can deduct his contributions to the plan only when the plan payments 
are made to the employee. The plan can be structured so that any investment earn- 
ings in the plan are included in the income of the employer each year for tax pur- 
poses. The employee is not taxed on an employer’s contribution to the plan when it is 
made or on interest earnings in the plan. The employee is taxed only when a pay- 
ment is actually received from the plan. 


These plans have created an unintended tax deferral opportunity for employees of 
non-taxable or non-profit employers who are unconcerned by the question of deducti- 
bility. A non-taxable employer, such as one in the public sector, can establish and 
maintain an EBP providing employees with essentially the same tax deferral benefits 
as an RPP, RRSP, or DPSP but not subject to any deduction limits. 


Shortcomings of the Present System 


The present tax treatment of these plans has three broad deficiencies. First, the rules 
result in unequal access to tax assistance owing to the vastly different pension-build- 
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ing potential available to workers in different employment situations. Second, the 
rules impose rigid requirements in the timing of retirement saving, providing little 
opportunity to individuals to make up for failure to contribute in earlier years. Third, 
there is no adjustment for inflation. We will review these shortcomings in turn. 


Unequal Access to Tax Assistance 


The problem of unequal access to tax assistance grows out of the fact that two essen- 
tially separate systems have evolved, one for defined benefit plans and the other — less 
favourable — for money purchase plans. Moreover, a number of tax provisions heighten 
the advantage of defined benefit participants when other tax-assisted saving possibili- 
ties are combined with their RPPs. 


A summary view of unequal access is given in Table 2.1. We can see from the first 
line of the table that a person holding an RRSP only, and able to contribute at the 
maximum level of $5,500 a year, has the possibility by actuarial calculation of build- 
ing a pension of only $21,000 a year after 35 years. The holder of a money purchase 
RPP, again contributing at the maximum level, can do a little better, building a pen- 
sion of $27,000. But the big jump in pension potential is for the member of a defined 
benefit RPP, because under the law the maximum benefit such plans can provide is 
$60,000. A pension of this amount represents a tax deductible annual contribution of 
about $15,500. 


Table 2.1 


Effect of Existing Limits on Different 
Types of Plan and Combinations of Plan 


Effective maximum Effective maximum 
annual contribution annual retirement 
Plan or Plan Combination (employee and employer) pension after 35 years 
(dollars) 
RRSP only 5,500 21,000 
Money purchase RPP 7,000 27,000 
Defined benefit RPP 15,500 60,000 
Non-contributory defined benefit 
RPP + RRSP 19,000 73,000 


Notes: Pensions are assumed to be inflation-adjusted, up to the CPI minus | per cent, after retirement. A survivor’s 
benefit of 60 per cent on first death is also assumed. 


Money purchase RPP and RRSP contributions are converted into pensions on the basis that (1) the limits maintain 
their current relationship with the average industrial wage, (ii) investment returns are 2 per cent per year more than 
the rate of increase in the average industrial wage, and (iii) retirement occurs at age 63. The maximum pension under 
a defined benefit RPP is converted into an equivalent annual contribution on the same basis. 
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In sum, a defined benefit RPP can permit the accumulation of almost three times as 
much retirement income as an RRSP by itself. It can permit more than twice as 
much accumulation as a money purchase RPP. Even the $60,000 limit under a defined 
benefit RPP can be exceeded by astute combination of tax-assisted plans. 


A self-employed individual, or an employee whose employer does not sponsor a pen- 
sion plan, is thus at a serious disadvantage in pension building. An employee whose 
employer sponsors a money purchase plan is only a little better off. Both fall far short 
of being able to match the pension-building potential of an employee belonging to a 
defined benefit RPP. 


Over the years a wide range of other inconsistencies has crept into the system as tax 
assistance was developed plan by plan. Three examples follow. 


1. A member of a non-contributory defined benefit RPP can make contributions to 
an RRSP of up to $3,500 a year in addition to accruing the maximum pension under 
the RPP. By this means a defined benefit member might build a $73,000 pension, as 
shown 1n Table 2.1. In contrast, a member of a contributory plan, providing exactly 
the same level of pension, has his RRSP contribution limit reduced by each dollar he 
contributes to the RPP. 


2. An RPP member can make up for a past year of service with his employer during 
which he did not contribute to the plan. An RRSP contributor cannot claim deduc- 
tions to make up for contributions missed in past years. An RPP contributor who 
changes jobs cannot make up for missed contributions with his previous employer, 
unless a reciprocal agreement or other special circumstances obtain. 


3. Employees participating in defined benefit RPPs are not allowed to deduct contri- 
butions in excess of $3,500 even if the pension benefits they are accruing are within 
the limit. In effect, they are subject to double taxation, since the non-deductible con- 
tributions will eventually be taxed when received as pension benefits. 


Rigidity in the Timing of Retirement Saving 


The present system of annual deduction limits makes little allowance for different 
earning patterns and financial priorities which can prevent individuals from con- 
tributing to the limit each year during their working careers. For example, the rules 
governing tax assistance for RRSPs do not permit deductibility for catch-up contribu- 
tions for missed years. The rules governing RPPs do permit past service contribu- 
tions, but only for service with the same or a related employer. Rigidity of this kind 
makes tax assistance less effective in helping individuals achieve reasonable income 
replacement rates in retirement. Workers with low or modest incomes during part of 
their careers are most likely to be affected by it. 


Another kind of rigidity is imposed on RPPs by basing the maximum eligible pen- 
sion on average earnings during the best three consecutive years. To the extent that 
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it encourages the establishment or maintenance of final, or best-average, earnings- 
based pension plans, this provision makes it difficult for the Canadian pension sys- 
tem to accommodate irregular part-time workers, phased retirement, and other career 
patterns that do not result in maximum earnings immediately prior to retirement. 


In a society such as ours, where career patterns are departing from the old moulds 
which made the best-three-years type of formula appropriate, persisting in the old 
system will gradually work hardship on more and more people. 


Another shortcoming of the best-three-year average earnings base in the maximum 
pension rules is the opportunity it provides for some individuals to increase the tax 
assistance they receive by manipulating their earning patterns. This was one of the 
problems that led to significant shareholders being denied access to defined benefit 
RPPs. 
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Lack of Inflation Adjustment 


Failure to index maximum contribution and benefit limits has three adverse effects. 
It brings about erosion of the real value of deductions, creates uncertainties for spon- 
sors of pension plans, and raises problems for the funding of defined benefit RPPs. 


Since the present contribution and benefit limits were established in 1976, the con- 
sumer price index has risen by almost 90 per cent. The relationship of deduction 
limits for RRSPs to the average industrial wage is shown in Chart 2.1 on page 15. 
The $5,500 limit on RRSP contributions has fallen from 46 per cent of the average 
industrial wage in 1976 to 25 per cent in 1983. When RRSPs were introduced in 
1957, the $2,500 contribution limit represented 69 per cent of the average industria] 
wage. 


The main effect of the combination of rigid limits and high inflation is that the pro- 
portion of pre-retirement earnings that can be replaced, on a tax-assisted basis, by 
contributors to RRSPs, DPSPs, and money purchase RPPs has fallen significantly. 
Most members of defined benefit RPPs have not been affected, as their pension accru- 
als continue to be below the $60,000 limit, but an increasing number are being 
required to make contributions above the maximum deductible amount of $3,500. 
These employees, primarily in the public sector, are exposed to double taxation on 
the non-deductible portion of their contributions. 


Non-indexation of the maximum pension limit for tax assistance is also creating prob- 
lems for the funding of defined benefit RPPs. In calculating plan liabilities based on 
projected salaries, actuaries are forced to assume that the current maximum pension 
will continue to apply even for employees who will not retire for 30 or 35 years. 


Conclusion 
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Many of the anomalies identified in this chapter arise from inconsistencies in the 
rules and limits for each of the several types of retirement savings vehicles. The sys- 
tem does not have a single comprehensive set of limits that could apply to all the 
individual plans. Moreover, the deduction limits are usually calculated for each year 
separately without reference to the individual’s earnings or retirement savings in ear- 
lier years. It could only be by chance that such a system would yield the savings 
accumulation which is needed to provide for maintenance of living standards in 
retirement. 


Chapter 3 


Proposed System of Improved Tax Assistance for 
Retirement Saving 


The new system of tax assistance proposed by the government addresses the concerns 
discussed in the last chapter. It is designed to give all taxpayers a fair opportunity to 
deduct pension or savings plan contributions sufficient to fund a pension that main- 
tains living standards. 


Principal Features of the New System 


The basic design of the new system is represented schematically in Chart 3.1. For 
each individual, a target pension — or maximum tax-assisted pension — is first estab- 
lished on the basis of his or her earnings history. The savings required to produce the 
pension are then determined. Next, actual retirement savings, in the form of both 
defined benefit pension accruals and past contributions to money purchase plans, are 
subtracted to give the remaining deduction entitlement for the taxation year. 


The system has several advantages. First, it provides one comprehensive deduction 
limit for all types of pension and retirement savings plans. Second, the deduction 
limit is recalculated each year, based on all previous earnings and contributions. 
Thus, the taxpayer carries forward unused deduction entitlement from earlier years. 
Third, inflation and increases in the standard of living during the individual’s work- 
ing life are taken into account by indexing the accumulation of past earnings and 
contributions each year to the average industrial wage (AIW). At the same time, the 
system makes provision for a pension that may eventually be indexed after retire- 
ment to the Consumer Price Index (CPI). 


A new system of information reporting will enable taxpayers to take the few steps 
necessary to calculate their deduction entitlement for a taxation year. Two stages are 
required for introduction of the new system because employers will need time to 
develop the capacity to report pension accruals in defined benefit plans to their 
employees each year. 


The creation of a registered pension account (RPA) is proposed. Its design features 
are described at the end of this chapter. We return here to a review of the principal 
features of the new system. 
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Career Earnings Base 


As the purpose of a pension is to replace earned income in retirement, the first step 
in designing the new system is the determination of the pensionable earnings base. 
This requires that pensionable earnings be defined and that the period for which 
earnings are computed be specified. 


Pensionable earnings will include all those sources of income that cease to be avail- 
able upon retirement and thus need to be replaced. These consist of all earnings from 
employment and self-employment, including income from business, farming, fishing 
and a profession. Pensionable earnings will not include income from capital invest- 
ments, since it does not cease upon retirement. This definition of pensionable earn- 
ings base for tax assistance parallels the one used for the Canada and Quebec Pen- 
sion Plans. It differs from the definition of earned income currently used for 
calculating the amount of deductible RRSP contributions by excluding non-earnings 
sources of income. More detail on the definition of pensionable earnings is given in a 
technical note at the end of this paper. 


The period covered by the pensionable earnings base will include the individual’s 
whole working career from age 18 to age 70. This career base is again similar to the 
C/QPP definition, but with an important difference. While the C/QPP is based on 
average career earnings, with provision for dropping low-earning years that would 
lower the average unduly, the tax-assistance system would not need any drop-out 
provision since it is based on accumulated earnings. All reported earnings (after 
1984) to age 70 contribute to build up the target pension and the deduction entitle- 
ment. 


In accumulating earnings each year to arrive at the career total, earnings from ear- 
lier years are updated by indexing them to the growth in the AIW as illustrated in 
Table 3.1. Updating ensures that pension and deduction limits for tax assistance are 
adequate in relation to earnings levels or the standard of living at the time each 
individual retires. This system of updating is again similar to the one used under the 
Canada and Quebec pension plans. 


Basing the target pension on updated career earnings is convenient administratively 
since Revenue Canada can maintain a record of each individual’s updated career 
earnings, adjusted to the AIW each year. Table 3.1 provides an example of the calcu- 
lation, based on the assumption that the AIW grows by 7 per cent in Year 2, and 5 
per cent in Year 3. 


In this example, Revenue Canada reports updated career earnings of $30,000 in the 
first year, $66,100 in the second, and $104,405 in the third. There is no need to keep 
a full record of earnings in each previous year, as there would be if the limits were 
based on a best-average or final-average system. Nor is there any need to define and 
record ‘‘years of service’ or ‘‘drop-out years” as there is under RPPs or the C/QPP. 


The career earnings base accommodates the great variety of earnings patterns. For 
example, it does not require any special adjustment when an individual changes jobs 
or receives earnings from two employers at once. It includes earnings from part-time 
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Table 3.1 


How Career Earnings are Updated 


Updated career 


earnings (UCE) 
(dollars) 

Year 1 

Year 1 earnings 30,000 
Year 2 

Year 1 UCE 30,000 

Indexing: plus 7 per cent 2,100 

Plus Year 2 earnings 34,000 66,100 
Year 3 

Year 2 UCE 66,100 

Indexing: plus 5 per cent 3,305 

Plus Year 3 earnings 35,000 104,405 


and occasional or intermittent work, such as might occur under work-sharing. Under 
the concept of career total rather than career average earnings, years of low earnings 
add to the target pension rather than reduce it, as they can under the C/QPP or 
many private pension plans. This career base will start only in 1985, however, as it 1s 
not feasible to obtain information on the earnings history of individuals for earlier 
years. 


Target Pension 


The target pension is the maximum pension for which tax assistance is extended 
under the proposed system. As noted in Chapter 2, a 60- to 70-per-cent pension from 
private sources is adequate to maintain living standards at high income levels, and 
more than adequate at lower income levels. The present limits for defined benefit reg- 
istered pension plans are therefore reasonable, and the target pension is set equal to 
these limits. The target pension will thus be 2 per cent of updated career earnings, to 
a maximum of $60,000. Each additional $100 of career earnings will add $2 to the 
target pension. The target pension accumulates gradually as the individual advances 
in his working career. Assuming he has a steady flow of earnings over 30 to 35 years, 
it will provide for maintenance of living standards by furnishing income equal to 60 
to 70 per cent of pre-retirement earnings. 


Under the present rules, the maximum pension in a defined benefit plan is subject to 
the limit of $1,715 per year of service, which implies a ceiling of $85,750 on annual 
pensionable earnings, since $1,715 is 2 per cent of $85,750. This ceiling, after appro- 
priate rounding, will also be incorporated into the new system. Any earnings in 
excess of this ceiling (indexed) will be ignored in calculating updated career earnings. 
Only a very small percentage of taxpayers is expected to be earning above this level 
in 1988, when full implementation of the new system is proposed. 


The government believes that the 2-per-cent level provides continuity from the 
present system, accommodates existing pension arrangements under RPPs, and pro- 
vides adequate opportunities to working Canadians to build tax-assisted pensions to 
maintain their living standards in retirement. 


Most defined benefit plans to which Canadian workers belong include the C/QPP pen- 
sion in the benefit level to be achieved. These are said to be “integrated plans’. But 
under the proposed system of tax assistance, deduction limits are based on a target 
pension in addition to C/QPP benefits. Thus, most members of defined benefit RPPs, 
belonging to integrated plans, will have some deduction entitlement left over for an 
individual RRSP or other money-purchase plan. Plan members will also receive addi- 
tional contribution room because the typical defined benefit pension is based on aver- 
age earnings over three to six consecutive years without any updating, and this will 
generally be lower than the tax-assistance limits based on updated career earnings. 


Correlating Pension and Deduction Limits 


The next step in the design of the new system is a mechanism for converting the tar- 
get pension into the amount of contribution required to produce it. This mechanism 
will also provide for the integration of defined benefit and money purchase plans under 
a common set of limits for tax assistance; that is, correlated limits can be set on pen- 
sion entitlement and deduction entitlement. The conversion mechanism chosen for 
the new system is a funding factor by which the target pension is multiplied to get 
the target contribution. 


The funding factor 1s simply the average amount needed to buy a pension annuity of 
$1. It obviously depends upon a variety of factors, such as the age at which the pen- 
sion starts, whether the pension is indexed or not, whether provision is made for survi- 
vor’s benefits, and future interest rates. Another important influence on the funding 
factor is the time that will elapse between the contribution and payment of pension. 
If an annuity to start at age 65 were bought early in life, it would cost less because of 
the interest that would accumulate before payments started. Each $1 of an annuity 
starting at age 65 might cost $12 to $15 at age 64, but only $5 to $6 at age 30. 


Ideally, the funding factor for converting target pensions into target savings plan con- 
tributions should vary with the age of the individual. But this would make the system 
extremely complex. For simplicity’s sake, the funding factor chosen is a constant one. 
Actuarial calculations show that $9 of contributions should be enough to buy each 

$1 of target pension for a representative individual over an earning career. This fac- 
tor of 9 provides more deduction entitlement than is required for target pension 
accumulation during the earlier years of an individual’s career, but less deduction 
entitlement than required in later years. As the excess in earlier years just offsets the 
deficiency in later years, the funding factor of 9 yields the right amount of contribu- 
tion for the target pension over a full career. 


The funding factor of 9 is adequate for pensions with reasonable provision for survi- 
vor’s benefits and inflation protection after retirement. For example, an individual 
retiring at age 63 after 35 years of contributions will have adequate funds 
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accumulated in the plan to buy a pension that provides survivor’s benefits equal to 
60 per cent of initial benefits, and indexing of benefits to the CPI minus 1 per cent. 
Alternatively, somewhat lower survivor’s benefits or retirement at a later age will 
allow a pension that is indexed by the full amount of increase in the CPI. Individuals 
will have the flexibility to choose the combination of these features that best meets 
their needs. 


With this average funding factor of 9, the target pension of 2 per cent of updated 
career earnings is equivalent to a deduction limit on contributions of 9 times that 
amount, or 18 per cent of updated career earnings. Similarly, the dollar limit on 
deductible contributions for any single year of earnings is $15,500, or 18 per cent of 
$86,000, the maximum level of earnings (in rounded numbers) for which tax-assisted 
contributions can be made. 


Under the proposed system, the funding factor of 9 will also be used to convert pen- 
sion accruals in a defined benefit plan into equivalent contribution amounts. This 1s 
necessarily a simplifying assumption. The actual value of a dollar of pension accrued 
in a plan can differ from that given by the factor of 9, depending upon the permissi- 
ble age of retirement, indexing provisions, and a variety of other factors. It would be 
virtually impossible to take these differences into account in calculating the deduc- 
tion entitlement for each individual. The use of a uniform factor simplifies the design 
and administration of the system and at the same time removes the necessity for a 
detailed valuation of benefits under each plan. Such valuations could be time-con- 
suming and expensive. Even with the use of a uniform factor, the new system will be 
much fairer than the present one. 


Deduction Entitlement with Carry-Forward 


By establishing a career earnings base and providing for the correlation of pension 
and deduction limits, the proposed system can offer what will perhaps be its most 
valuable feature: the carry-forward of unused contribution room to add to each year’s 
deduction entitlement. 


Under the new system, tax filers will have reported to them their defined benefit pen- 
sion accrual and the sum of their money purchase contributions in prior years. Their 
current deduction entitlement can then be calculated as follows. The defined benefit 
pension accrual is converted into a money purchase contribution equivalent by multi- 
plying it by 9, and is then added to the accumulated money purchase contributions. 
The total is subtracted from 18 per cent of updated career earnings to give the cur- 
rent deduction entitlement. 


In this way, unused contribution room from years of low earnings or heavy demands 
on annual income are automatically carried forward to years when the tax filer might 
be better able to afford contributions to registered pension or retirement savings 
plans. 


If a tax filer has never contributed to a pension or retirement savings plan before, or 
if he has contributed to the limit each year, the calculation of deduction entitlement 
is relatively straightforward. In the first case, it is simply 18 per cent of his updated 


career earnings to date. In the second case, it is 18 per cent of his earnings in the cur- 
rent year alone. In other cases, falling between these two extremes, one would also 
need information on prior contributions in order to determine the current deduction 
entitlement. 


The deduction entitlement calculated each year would embrace contributions by or 
on behalf of an employee to all money purchase plans, whether RPPs, RRSPs, 
DPSPs, or the proposed RP As, or the roll-over of a retiring allowance into a pension 
or retirement savings plan. 


While there is at present provision for deduction of past service contributions to 
either defined benefit or money purchase RPPs, the same is not true for RRSPs; any 
unused RRSP deduction entitlement is lost. In RPPs, an employee may effectively 
lose an employer’s contribution by moving to another job before vesting. With carry- 
forward, the employee will be entitled to make up for any such losses under the new 
system. 


Indexing 


Indexing to reflect annual changes in the average industrial wage (AIW) has been 
incorporated in each of the steps of the new system we have discussed so far. These 
indexing adjustments of career earnings, target pensions, contributions, and other 
limits are necessary to accommodate existing pension arrangements in defined benefit 
RPPs, and to ensure that tax-assisted pensions are adequate to provide continuity of 
living standards in retirement. Even with modest rates of inflation, pension limits 
with no indexation adjustment would become inadequate for many Canadians by the 
time they retired. A systematic adjustment in the limits each year maintains the 
internal consistency of the system and also simplifies its design. The main indexing 
adjustments that take place under the new system are as follows: 


(i) Earnings are adjusted to changes in the AIW as they are updated each 
year to calculate the target contribution (18 per cent of earnings). 


(ii) The maximum pension of $60,000, and the ceiling of $86,000 on annual 
pensionable earnings, are indexed to the AIW beginning in 1989. 


(iii) The accumulated contributions to money purchase RPPs and RRSPs are 
also indexed annually to the AIW. 


(iv) The funding factor of 9 makes provision for updating of the target pension 
both before and after retirement. 


The Essential Concepts Summarized 


The new system is designed to give fuller and fairer expression to the policy of 
encouraging Canadians through tax assistance to put enough aside to provide for 
maintenance of living standards in retirement. 


23 


24 


To maintain living standards, a pension must be a function of the person’s career 
earnings, whether calculated as some form of annual average or as a total accumula- 
tion. Total career earnings have been chosen as the more flexible and, in most cases, 
the more representative measure. 


In most defined benefit plans, the annual pension is defined as a percentage of annual 
earnings multiplied by the number of years of service with the employer. In the pro- 
posed tax assistance system, however, the target pension is expressed as an annual 
payment equal to 2 per cent of total career earnings. This enables it to encompass 
much greater variety in earnings patterns than the typical defined benefit formula. 


A pension of 2 per cent of accumulated career earnings is sufficient to permit all 
Canadians to maintain their living standards in retirement. It is recognized as the 
most generous level used in practice and is the maximum now covered by tax assist- 
ance. While 2 per cent of updated career earnings may be much the same as 2 per 
cent of final or best average earnings times years of service, it has many advantages. 
Record-keeping is simplified. Variety in career earnings patterns 1s accommodated. 
The basis is laid for two of the proposed system’s most important features: equivalent 
limits for defined benefit and money purchase plans, and the carry-forward of deduction 
entitlement. 


The next step is to devise a formula for arriving at the target contribution level that 
will produce the target pension. This is done by multiplying the target pension by a 
funding factor of 9. This reflects the fact that over an average working career, it takes 
about $9 of annual contributions to earn $1 of annual pension. The target 

2-per-cent pension multiplied by 9 means a target 18-per-cent contribution rate. 


The proposed system therefore contemplates that over the course of a working career, 
a person can contribute, or have contributed on his behalf, 18 per cent of 
accumulated earnings. In any year, the available deduction entitlement is for a con- 
tribution of 18 per cent of career earnings to date, minus previous contributions by 
the employer and employee. 


The contribution of an employer to a defined benefit RPP on behalf of any one 
employee in a particular year cannot easily be determined; the employer’s responsi- 
bility is, rather, to make contributions over time sufficient to meet the total eventual 
pension liability of the plan. A deemed worth can be attributed to the employer and 
employee contributions, however, by multiplying the individual’s pension accrual in 
such a plan by 9. 


By using the total career earnings base in conjunction with the funding factor to con- 
vert the target pension into a target contribution, and to convert the actual pension 
accrual into a ‘‘deemed’”’ contribution, the new system provides its two key advan- 
tages. It puts defined benefit and money purchase plans on the same footing, and it per- 
mits the carry-forward of unused deduction entitlement. 


Even moderate inflation could, of course, have an adverse impact on such a system. 
But this has been provided for in the proposal to adjust target pensions and contribu- 
tions to changes in the average industrial wage. This also adapts the system to 
growth in real earnings over time. 


These then are the basic concepts. The rest is mechanics. Between the bare essentials 
and the system in operation lie some complexity, new legislation, and transition rules 
to ease the passage from the old system to the new. Once in place, however, the new 
system will be not only better in concept, but also easier to administer and under- 
stand because it will not require the present array of specific provisions for special cir- 
cumstances. As the next part of this chapter illustrates, Revenue Canada and 
employers will provide most of the required information. The taxpayer will need only 
to complete a simple tax schedule which will serve as a useful status report on 
progress in saving for retirement. 


The Operation of the New System 


Commencement 


The first improvements to tax assistance for retirement savings will come into effect 
January 1, 1985. The changes will not be retroactive. That is, there will be no provi- 
sion for counting pension or deduction entitlements prior to the proposed start-up 
date, January 1, 1985. It is not practicable to obtain the information that would be 
required on past earnings, pension accruals, and contributions, all adjusted for infla- 
tion. Nor is it possible to design a retroactive system that would be fair to all. 


Pension benefit accruals and deduction entitlements for years of service before 1985 
will continue to be governed by the present limits. Employers will be able to extend 
or enrich pension coverage for the pre-1985 period, subject to the present limits, with- 
out affecting future deduction entitlement. 


Reporting Requirements 


Calculation of the deduction entitlement each year requires that information be 
reported on: 


(i) the target contribution level, 
(ii) defined benefit pension accruals, and 
(iii) updated money purchase contributions in previous years. 


(i) Target Contribution Level: Revenue Canada will report to the tax filer 
each year the person’s target contribution to the start of the taxation year; that is, 
18 per cent of updated pensionable career earnings. As indicated earlier, Revenue 
Canada will calculate this amount each year from information furnished in the 
individual’s previous returns. The tax filer will calculate his target contribution level 
by adding to this amount 18 per cent of current-year pensionable earnings. 


(ii) Defined Benefit Accruals: The information on pension accruals, to be pro- 
vided by employers, will consist of the pension benefits payable at age 65 for service 
with the employer since 1985. Unvested pension accruals will be taken into account 
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in calculating deduction entitlement as though they were fully vested. Information 
on pension accruals is already provided by many employers to their employees. The 
recent studies on pension reform have emphasized the desirability of making it avail- 
able to employees in all circumstances. But for all employers to be able to meet the 
information reporting requirements of the new system, time will have to be allowed. 
It is for this reason the government proposes to delay full implementation of the new 
system until 1988. 


(ii) Updated Money Purchase Contributions in Previous Years: The 
new reporting system will require Revenue Canada to carry a record for each tax filer 
of the updated sum of the money purchase contributions he reported in prior years on 
his tax return. The updating factor used by Revenue Canada will again be the per- 
centage increase in the average industrial wage. In this way, one avoids the need to 
measure and report actual accumulations each year in individual RRSPs and money 
purchase RPPs. While actual accumulations in each individual’s plan would vary 
according to the return on funds invested, use of the same updating factor for target 
contributions and actual contributions simplifies the system, frees the deduction enti- 
tlement from the actual investment performance of funds in the plans, preserves the 
incentive to better manage funds, and at the same time creates no serious bias in the 
system. 


In addition, employers will be required each year to report employee contributions to 
defined benefit RPPs, and both employer and employee contributions to money pur- 
chase plans (RPPs, DPSPs, or the proposed RP As). This information can be readily 
obtained from employers’ records and is currently provided to employees in most 
instances. 


How Deductions Will be Calculated 


There are two main steps in calculating entitlement to tax deductions under the pro- 
posed system: 


(1) determine the target contribution level of 18 per cent of updated career 
earnings; 


(11) subtract the updated value of prior contributions to money purchase plans 
plus 9 times the value of pension benefits accrued in a defined benefit RPP. 


The result is the amount of contribution that may be deducted in the current tax 
year. Carrying out these steps on an income tax form in order to claim deductions 
will be simpler than it may sound from the above description. Here are two examples 
of the type of calculation that will be required. 


The first example shows the deduction entitlement for two years for a person with 
only a money purchase plan, either an RPP or an RRSP. The individual is assumed 
to have earnings of $30,000 in the first year, $35,000 in the second, and to contribute 
$1,000 to an RRSP in the first year. 


Example | 


First Year of the New System 


: (dollars). : 

1. Target contribution to start of year : 0 
2. Plus: 18 per cent of $30,000 current earnings 5,400. 
3. Equals: target contribution to end of year : 5,400 
4. Less: defined benefit pension accrual of $0 times 9 30 
5. Less: updated prior money purchase contributions 0 
6. Equals: money purchase contribution limit for the 5,400 

year 
7. Actual money purchase contributions during the 1,000 

year : 


Second Year (Average industrial wage up by 5 per cent) 


(dolists) 
1. Target contribution to start of year 5,670 
2. Plus: 18 per cent of $35,000 earnings in 1986 _ 6,300 
3. Equals: target contribution to end of year _ 1E90 
4. Less: defined benefit pension accrual of $0 times 9 —6(0 
5. Less: updated prior money purchase contributions -1,050 
6. Equals: money purchase contribution limit for the 10,920 


year 


On line 1 of the first year, there is no figure for target contributions carried forward 
from earlier years because this is assumed to be the first year of the new system. 
Thus, the total deduction entitlement will be 18 per cent of current earnings for the 
taxation year in question as shown on line 2. 


As there is no defined benefit pension accrual, and no prior year money purchase contri- 
butions, line 6 shows the money purchase deduction entitlement to be equal to the tar- 
get contribution of $5,400. This limit applies to the combination of both employer 
and employee contributions to money purchase plans, including RPPs, RRSPs, 
DPSPs and RPAs. On line 7, it is assumed that the hypothetical tax filer takes up 
$1,000 of this amount. 


The second year is more interesting. On line 1, the target contribution to the start of 
the year is 18 per cent of updated career earnings in prior years. This figure is sup- 
plied each year by Revenue Canada on the basis of calculations illustrated earlier in 
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this chapter. It can also be arrived at simply by increasing the target contribution in 
line 3 of year 1 by the updating factor of 5 per cent. 


On line 2, the deduction entitlement for the current taxation year is added: again, 
18 per cent of the earnings of the taxpayer in the year. This yields a target contribu- 
tion of $11,970 to the end of the second year. 


On line 5, the figure for the updated sum of money purchase contributions made in 
prior years is obtained by indexing the first year contributions of $1,000 by 5 per 
cent and is again supplied by Revenue Canada. On line 6, we see the possible addi- 
tion that may be made to tax-assisted retirement savings in the second year. 


In the second example, below, the individual has the same salary levels, makes the 
same money purchase contribution, but is also a member of a defined benefit pension 


plan. 
Example 2 
First Year of the New System 
(dollars) 
1. Target contribution to start of year 0 
2. Plus: 18 per cent of $30,000 current earnings 5,400 
3. Equals: target contribution to end of year 5,400 
4. Less: defined benefit pension accrual of $450 times —4,050 
5. Less: updated prior money purchase contributions 0 
6. Equals: money purchase contribution limit for the 1,350 
year 
7. Actual money purchase contributions during the S 1,000 
year 


Second Year (Average industrial wage up by 5 per cent) 


(dollars) 
1. Target contribution to start of year 5,670 
2. Plus: 18 per cent of $35,000 earnings in 1986 _ 6,300 
3. Equals: target contribution to end of year 11,970 
4. Less: defined benefit pension accrual of $1,050 —9,450 
times 9 
5. Less: updated prior money purchase contributions 1,050 
6. Equals: money purchase contribution limit for the 1,470 
year 
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The only new points to note in Example 2 concern the defined benefit pension accru- 
als. On line 4, the amount of defined benefit pension earned ($450) must be reported 
to the tax filer by the employer. The pension accrual is multiplied by the funding fac- 
tor of 9 to convert it into the contribution equivalent, $4,050. 


In year 2, again on line 4, the figure of $1,050 is the defined benefit pension accrued 
in the two years of service from the start of year 1. It is multiplied by 9 to obtain the 
contribution equivalent, $9,450. 


In this example, the defined benefit pension is assumed to be based on 1% per cent of 
final-year earnings. It is important to note that in this illustration an employee’s con- 
tributions to a defined benefit plan does not explicitly enter the calculation of deduc- 
tion entitlement for the year. The combination of employer and employee contribu- 
tions to such plans is taken into account indirectly on line 4 where a “deemed” __ 
contribution of 9 times the accrued defined benefit pension is subtracted from the tar- 
get contribution. With this subtraction of a ‘‘deemed”’ contribution, the employee’s 
actual contribution in a given year necessary to fund the reported defined benefit pen- 
sion becomes fully deductible. This deduction would be in addition to the money pur- 
chase contribution entitlement given in line 6 of the illustration. 


Creation of a Registered Pension Account 


The Green Paper proposed the introduction of a new savings vehicle called a regis- 
tered pension account (RPA) which would be similar to an RRSP except in two 
important respects. First, it would accept employer contributions. Thus, it could meet 
the need of small businesses for an administratively simple vehicle to which they 
could contribute on behalf of employees. Second, it would provide for the lock-in of 
benefits until retirement age except in specified circumstances such as the onset of a 
serious disability. With this lock-in provision, it could be used to improve pension 
portability by providing employees with an attractive alternative to the receipt of a 
deferred annuity. 


The Parliamentary Task Force supported the Green Paper proposal and further 
recommended that no new contributions to RRSPs be permitted once the RPA was 
introduced. Thus it recommended that all vested contributions to tax-assisted savings 
vehicles be locked in to retirement. 


In considering the arguments for lock-in provisions, it is important to distinguish 
between funds accumulated in employer-sponsored RPPs and those in individual sav- 
ings plans. The lock-in of RPP benefits may serve an important function by 
encouraging employers to set up and contribute to such plans. Employers may wish 
to be assured that their contributions will be used to support retirement incomes. 
Locking in RPP benefits will also help to ensure that adequate savings are 
accumulated over the working life of an individual to maintain living standards in 
retirement. This is particularly important because of the proposed function of RPAs 
in enhancing pension portability. Restrictions on early withdrawals from an RPA 
may therefore be necessary. 
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Any advantages lock-in may provide by earmarking tax-assisted savings for retire- 
ment purposes must, however, be weighed against the costs 1t imposes on individuals 
with unforeseen financial needs before retirement. The option of imposing a lock-in 
on all registered pension and savings plans, but providing exceptions for individuals 
in certain circumstances such as disability, poses difficult problems of determining 
how broad or narrow the exceptions should be. It could appear unfair to many 
individuals who wish to take early retirement or who face other extenuating circum- 
stances not covered by the prescribed exceptions. 


On balance, it is felt that some form of lock-in 1s necessary for RPPs and RPAs, but 
its application to RRSPs would be likely to discourage voluntary retirement saving 
by individuals. Accordingly, under these proposals, RRSPs without lock-in will con- 
tinue to exist as vehicles for voluntary retirement savings by individuals. Even with- 
out additional restrictions on early withdrawal, individuals who deregister RRSPs 
must bring the funds into taxable income and forgo the benefit of continued tax def- 
erral. These consequences tend to deter the use of tax-assisted savings for purposes 
other than retirement. 


The government proposes to introduce the RPA as an additional savings vehicle to 
accept employer and employee contributions which are locked-in to retirement. Like 
the RRSP it would be structured as a contract between the beneficiary and a trustee 
of the fund. It would be subject to the same investment conditions as an RRSP. 
Employers’ tax-deductible contributions to an RPA would vest immediately. Funds 
accumulated in an RPA would normally be available for pension benefits upon 
retirement. Lump-sum withdrawals at any age would attract a 10-per-cent penalty 
tax in addition to normal taxation. However, withdrawals in the form of an annuity 
for life or to age 90 would be permitted without penalty at any age. It is anticipated 
that early withdrawal in the form of an annuity would only be attractive to those 
with a long-term disability or those who are retired. This provision thus removes the 
need to specify extenuating circumstances under which the penalty tax would not 


apply. 


The conditions proposed here are, of course, only the minimum requirements for eligi- 
bility for tax assistance. Federal and provincial pension authorities could impose 
additional conditions on individual RP As if they found the degree of deterrence to 
early withdrawal to be insufficient. It should be noted that the federal Income Tax 
Act cannot prohibit early withdrawal from an RPA since the regulation of private 
contracts is outside federal jurisdiction. The Income Tax Act can only impose penal- 
ties where the conditions stipulated for tax assistance are not met. 


This new retirement savings vehicle should help to increase pension portability and 
coverage in the small business sector without restricting the flexibility to savers of the 
present arrangements for voluntary retirement saving. 


Other Design Features 
A number of additional design issues in the proposed system of Improved Tax Assist- 


ance for Retirement Saving are considered in the technical notes at the end of this 
paper. 


30 


Chapter 4 


The Two Stages of Implementation 


The new system outlined in the preceding chapter 1s a major departure from the 
present one. New procedures are introduced for calculating contribution limits and 
new reporting requirements are imposed. Both employers and employees will need 
time to master the mechanics of the new system and adapt their record-keeping to it. 
For these reasons, implementation will take place in two stages. 


Integration of Defined Benefit and Money Purchase Rules 


In broad lines, Stage I of the new system will increase the limits on tax assistance for 
money purchase plans. Stage IT will bring back-dated improvements to tax assistance 
for defined benefit plans, introduce the carry-forward of deduction entitlement for both 
types of plan, and integrate the two types into one comprehensive system of tax 
assistance limits. 


The key information that must be provided before the mature system can be imple- 
mented is the amount of the benefits accrued in defined benefit plans. Until this infor- 
mation becomes available, it is not possible for a defined benefit plan member to deter- 
mine deduction entitlement for a money purchase contribution. The pension accrual 
reports, like other information for tax purposes, will be required within 60 days of the 
start of each year. The increasing availability to small as well as large employers of 
computer programs for payroll administration makes this a less daunting require- 
ment than it would have been only a few years ago. 


In the meantime, some improvements for defined benefit plans can be introduced 
immediately, such as the elimination of double taxation of employee contributions in 
excess of $3,500. A number of other transitional measures are needed for defined ben- 
efit plans until the mechanism for correlating contributions and benefits is in place. 


The Stage I changes proposed for January 1, 1985, and the Stage II changes pro- 
posed for January 1, 1988, are detailed in the following sections. 


Stage I Improvements to Tax Assistance 


1. Deduction Limits 


(i) Money Purchase Plans: Under this heading, we are dealing with rules 
affecting retirement savers in money purchase plans only. This includes individuals 
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who do not belong to any employer-sponsored plan and save for retirement exclu- 
sively through RRSPs. Where money purchase plans are held in conjunction with 
defined benefit plans, they are governed by the rules for defined benefit plans. 


From the start of the new system, the deduction limit on contributions to money pur- 
chase plans drops to 18 per cent of earned income from 20 per cent, but the dollar 
ceiling rises in stages from $5,500 to $15,500. The limit rises to $10,000 in 1985, 
$12,000 in 1986, $14,000 in 1987, and $15,500 in 1988, the first year of Stage II. 
The new contribution limit for money purchase plans will provide equal access to tax 
assistance for money purchase and defined benefit plan members by 1988. 


Since few individuals governed by the existing 20-per-cent limit, rather than the 
$5,500 ceiling, actually make contributions in excess of 18 per cent of their earnings, 
the lowering of the percentage limit will have little adverse effect. Moreover, in future 
the carry-forward of deduction entitlement will more than compensate for the lower- 
ing of the limit. As claims for carry-forward cannot be made until Stage II, however, 
it is proposed that until 1988 taxpayers will have the option of being governed either 
by the present or the new limits. 


The new limits will apply to the sum of all contributions in a year by both the 
employer and the employee to all forms of money purchase plan. The limit on 
employer contributions to money purchase plans will be raised to 18 per cent of wages 
(to the annual dollar ceilings of $10,000 to $15,500) less any required employee con- 
tribution. 


Employer contributions to DPSPs would continue to be subject to the current limit of 
$3,500. Employee contributions to DPSPs would continue to be non-deductible and 
not taxable on withdrawal. The restriction on DPSPs is needed because they are not 
subject to federal or provincial pension benefit standards. The restriction will discour- 
age replacement of pension plans by DPSPs, which would run counter to the purpose 
of tax assistance for retirement savings. 


Persons who do not contribute to the limit in Stage I will be credited with unused 
deduction entitlement beginning in 1985. However, deduction claims for catch-up 
contributions will not be accepted until Stage II is implemented in 1988. 


(ii) Defined Benefit Plans: In Stage I, the pension limit remains 2 per cent of 
the average best three years of earnings, to a maximum of $1,715 per year of service. 


As discussed earlier, under the new system employees are assigned a deemed contri- 
bution equal to 9 times their pension accrual in a defined benefit plan. The limits 
under the new system apply to this deemed contribution and not to the actual 
employer and employee contributions, which become fully deductible to the extent 
necessary to fund the benefits under the plan. The employer contributions are 
already fully deductible in this manner and remain so in Stages I and II of the new 
system. The present limit of $3,500 on employee contributions will also be removed 
in Stage I in anticipation of the implementation of the full system for defined benefit 
plan members in Stage II. This will remove the double taxation of such contributions 
that currently occurs. 


Stage Il 


While the employee contributions to a defined benefit RPP become fully deductible, 
the Stage I limit on contributions that a defined benefit plan member may make to an 
RRSP (and a money purchase RPP where he belongs to both types of RPP concur- 
rently) will remain at $3,500, less any employee contribution to the defined benefit 
RPP. No special provision for RRSP contributions will be needed in Stage II; it 1s 
retained for the transitional period to avoid reducing the deduction limit for those in 
defined benefit plans with benefit rates below 2 per cent. 


2. Definition of Pensionable Earnings 


The new definition of pensionable earnings comes into effect on January 1, 1985 as 
the basis for determining deduction limits for retirement savings contributions. 


3. Other Provisions in Stage I 


Other Stage I provisions relating to the treatment of excess contributions, past ser- 
vice contributions, upgrading of defined benefit plans, retiring allowances, and 
employee benefit plans are outlined in the technical notes on these subjects at the 
end of this paper. 


Improvements to Tax Assistance 


The transitional treatment of defined benefit pension plans will end once Stage II is 
introduced. The pension accrued since 1985 in each plan will now be reported and 
can be multiplied by 9 to give the deemed contribution. As seen in Chapter 3, the 
deduction entitlement available to a defined benefit tax filer can now be calculated in 
a manner similar to that for a money purchase contributor. 


The maximum pension of $60,000 and the comprehensive contribution limit of 
$15,500 will be indexed to the average industrial wage beginning in 1989. 


With the introduction of the mature system, the carry-forward provision will come 
into force. Deductions will be permitted based on the balance of deduction entitle- 
ment for the period starting January 1, 1985. Revenue Canada will provide tax filers 
with information on their updated earnings and money purchase contributions for the 
period 1985 to 1987. When combined with information on the amount of defined ben- 
efit pension accrued since 1984, this will permit tax filers to determine their entitle- 
ment to deductible money purchase contributions in 1988. 


Employer contributions to defined benefit plans will continue to be fully deductible, 
provided they are actuarially certified as being required to fund the plan and are 
approved by the Minister of National Revenue. 


Employee contributions to defined benefit plans will also remain deductible without 
limit. Pension benefits in excess of the target amount would, however, make the 
employee subject to the tax assistance recovery charge, as described in the technical 


notes. 
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There will no longer be a specific dollar ceiling on an employee’s contribution to an 
RRSP. The size of these contributions is governed by the overall deduction 
entitlement. 


Contributions for past service and roll-overs of retiring allowances, for years after 
1984, will all be subject to the overall deduction entitlement for the year. The 
present rules will in large measure continue to apply to the purchase of past service 
and the roll-over of retiring allowances for years before 1985. 


The special RRSP roll-over provision for capital gains of farmers proposed in the 
budget will continue in Stage II but it will now be integrated with other elements of 
the new system. The amount of the maximum permissible roll-over ($10,000 times 
the number of years after 1971 and before 1984 during which the individual was a 
full-time farmer) will be reduced in Stage II by the normal target contribution limit 
of the individual, as opposed to his actual RPP and RRSP contributions prior to 
Stage I]. The amount of capital gains rolled-over under this provision will be charged 
against future target contribution entitlements of the individual. As a result, he 
would not be able to make any further tax deductible contributions until such time 
as his target contribution limit exceeds his updated money purchase contributions 
(including the amount of the roll-over) and the value of defined benefit pension 
accruals. 


Summary of RPP/RRSP Contribution Limits 


Stage I (January 1985) 


Members of Defined Benefit RPPs 


¢ Employee contributions to defined benefit RPPs become deductible 
without limit. 


-@ Employee RRSP contributions limited to 20 per cent of orien max- 
imum $3,500, less any RPP contributions. 


Other Individuals 


e Employer and employee contributions to RPPs and RRSPs deductible 
up to the greater of 20 per cent of earnings, maximum $5,500, and 18 
per cent of earnings, up to maximums of $10,000 in 1985, $12,000 in 1986, 
and $14,000 in 1987. 


Stage II (January 1988) 


All Individuals 


e Employer and employee contributions to RPPs and RRSPs subject to 
new comprehensive limits of 18 per cent of updated career earnings. 


e Carry-forward of unused contribution room introduced, effective from 


1985. 


e Indexing of maximum pension and ene limits to the AIW, 
starting in 1989. 
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Chapter 5 


Effects of the Proposed System 


The income requirements of the elderly have increased greatly in this century and 
will continue to do so in the next. For most of those entering the labour force in 1900, 
well under 10 per cent of their adult lives was spent in retirement. For those entering 
now, post retirement years are expected to make up more than 20 per cent of their 
adult lives. Six per cent of earnings would usually have been enough to put aside for 
retirement at the turn of the century; now 18 per cent is needed. People are retiring 
earlier and living longer; the elderly are an increasing proportion of the population, 
and this trend will continue well into the 21st century. 


Together with other measures designed to improve public and private pension 
benefits, the measures proposed in this paper will help Canadians to meet the chal- 
lenge posed by these trends. The proposed changes will expand the tax assistance 
provided for retirement saving and make it fairer and more usable. These improve- 
ments will entail other changes as well. The revenue cost of the tax assistance will 
rise. Changes in the level and pattern of savings may be expected. New administra- 
tive and compliance procedures will have to be established. Tax filers will benefit 
from increased knowledge of their retirement income positions. 


Beneficiaries of the Proposed Changes 


The proposed contribution limits are designed to extend tax assistance to all 
individuals saving for the target pension of 2 per cent of updated career earnings. 
Additional annual deduction entitlement is therefore provided to all taxpayers who 
cannot build the target pension under the current dollar limits. This group includes 
over 1,000,000 employees who do not belong to pension plans and so are restricted to 
making RRSP contributions, and a number of employees who belong to money pur- 
chase pension plans. It includes over 200,000 self-employed taxpayers: farmers and 
fishermen, professionals, and small business proprietors. 


A far larger group will benefit from the provision for the updating and carry-forward 
of unused deduction entitlement. Information on contributions to the C/QPP, RPPs 
and RRSPs, for 1981 indicates that 48 per cent of C/QPP contributors (age 25-64) 
also contributed to RPPs or RRSPs, and that only 6 per cent of C/QPP contributors 
contributed up to their limit to RPPs and RRSPs. Although this latter proportion 
will have risen since 1981, it indicates clearly that a large majority of tax filers with 
earnings will carry forward unused contribution room from one year to another. Addi- 
tional information is provided in the charts below. They show, for example, that the 
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Chart 5.1 


a. Per Cent of C/QPP Contributors Who also Contribute to RPP’s or RRSP’s, 
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b. Per Cent of RPP/RRSP Contributors Who Contribute to the Limits % 
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Notes: 
1. RPP/RRSP contributors are those who contribute to an RPP or an RRSP or both. 


2. Those contributing to the limits include those contributing within $250 of the dollar limits or 1% of the per 
cent limits. 


3. These figures do not include an estimated 800 000 members of non-contributory RPP’s who are not also RRSP 
contributors. 


proportion of C/QPP contributors who contribute to RPPs or RRSPs, and contribute 
to the limits, is considerably higher for the 45-64 age group than the 25-44 age group. 
When we also consider that most individuals move to higher earnings levels as their 
careers progress, we can see that substantial numbers of those who contribute below 
the limits or not at all when young are likely to take advantage of the carry-forward 
in later years. 


As the charts show, the carry-forward provision is especially likely to benefit those 
with low earnings in some years and higher earnings in others. In low-earning years, 
both the incentive and ability to contribute to savings plans are likely to be weak. A 
wide variety of people may thus benefit from the carry-forward: those with stretches 
of unemployment, for example, mothers (or fathers) who work part-time while their 
children are young, people who take time off work for travel or retraining, and people 
who must leave work temporarily because of illness or injury. The carry-forward 
provision will provide extra deduction entitlement for most of these people, and it will 
also allow them more flexibility to fit pension saving in with other demands on their 
finances. 


The carry-forward provision will be of value to others as well. Mobile employees who 
lose unvested employer contributions to their pension plans when they shift jobs will 
have their deduction entitlement increased so that they may make up the loss. A 
farmer who may not be able to contribute toward retirement savings during most of 
his career could use most of a lifetime’s deduction entitlement to put the proceeds 
from a sale of assets into an RRSP. Others who are better off putting savings into 
their business or profession during their working lives could do the same as retire- 
ment approaches, converting assets into RRSP contributions on the basis of career 
entitlement. 


Contributors will also benefit from other features of the system. Some employees in 
defined benefit RPPs with low benefit rates will get additional room to make RRSP 
contributions. Members of defined benefit plans with high employee contribution rates 
will be assured full deductibility of their employee contributions. This will also make 
it easier for employers and employees to share the costs of plan changes designed to 
meet other pension reform goals such as improved inflation protection or survivors’ 
benefits. 


Finally, all contributors will benefit, over time, by the indexing of the contribution 
limits. Indexation will not only increase deduction entitlements but will also make it 
easier for individuals to plan their retirement saving and for pension plan administra- 
tors to employ realistic assumptions in their funding calculations. 


While the large majority of tax filers will have increased opportunities for savings 
deductions over their careers, a minority who belong to 2-per-cent defined benefit 
RPPs throughout their careers and are not bound by the current maximum pension 
limit will not get additional tax assistance from the proposed changes. The present 
system already provides them with their target pensions. Of these tax filers, a few 
who are now in non-contributory 2-per-cent plans will be subject to some restriction of 
their present extra deduction entitlement for RRSP contributions. 
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Revenue Costs 


The increases in contribution limits and provision for carry-forward of unused contri- 
bution room will entail significant revenue costs. It is estimated that if the mature 
system were implemented on January 1, 1985, the value of RPP and RRSP contri- 
butions would increase by about $1.2 billion, with a corresponding reduction in fed- 
eral tax revenues of about $300 million a year. The federal costs under Stage I are 
estimated to be approximately $160 million a year. 


Effects on Saving Patterns 


An increase in the rate of personal saving can be expected to accompany the 
increased level of RPP and RRSP contributions. However, not all of the additional 
contributions flowing into retirement vehicles would represent extra savings. Some 
part of them would simply be a transfer of existing savings into these vehicles. 


The new system will differ from the present in providing equal access to tax assist- 
ance for saving in defined benefit and money purchase plans. This could lead to an 
expansion of money purchase arrangements and may even result in the conversion of 
some plans from defined benefit to money purchase. It is not expected that such 
changes will be so significant as to alter substantially the character of the pension 
system. 


The introduction of carry-forward might result in other changes in saving patterns. 
We may see more cyclical variation in contribution levels as individuals bunch their 
contributions in higher-income years and contribute less in low-income years. It is 
possible that this might help to limit the size of business cycle swings. It is likely that 
some people will postpone savings until the years just before retirement. Should this 
response be widespread, the revenue costs of the new system would be lower than pro- 
jected in the early years. 


Compliance and Administration 
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Operation of the new limits system will require that employers and Revenue Canada 
report new information to the tax filer, and that the tax filer complete a new tax 
schedule to determine his deduction entitlement. Contributions to defined benefit and 
money purchase plans will have to be reported separately, and new or revised report- 
ing requirements will apply when employees leave a plan or funds are transferred 
between plans. The introduction of these new rules will be complicated by the fact 
that existing rules will continue to apply in respect of the years of service prior to 
1985. Thus, the transition to the new system will be demanding for all parties 
involved. Once installed, however, the new system will provide simpler rules to govern 
all types of plans; many of the current interior limits and rules to cover special situa- 
tions will cease to be required. 


The increased involvement of tax filers in recording their pension accumulations 
should also provide some benefits. Considering the growing importance of retirement 
income, Canadians are poorly informed about the extent of their pension savings. 


Contribution to Pension Reform 


The creation of a fairer and more flexible system of tax assistance for retirement sav- 
ing was identified in the Green Paper and the report of the Parliamentary Task 
Force as an important component of pension reform. In addition, the new tax assist- 
ance system will help achieve other pension reform goals. As just noted, the new 
reporting requirements will provide Canadians with more information about their 
pension accruals. By permitting all individuals to accumulate their target pensions 
regardless of their employment circumstances, the new system will lessen concerns 
regarding discrimination by employers in pension plan coverage and design. By 
eliminating the bias against money purchase arrangements, the new system will give 
employers and employees the opportunity to choose pension vehicles for which infla- 
tion protection and portability are less problematic than in defined benefit plans. Port- 
ability will also be facilitated by the creation of the RPA vehicle. The most impor- 
tant effect of the new system should be to improve pension and savings plan coverage 
and to increase the amount of retirement saving. Improved coverage will be 
encouraged by the higher deductibility limits for many contributors, by the provision 
for the carry-forward of unused deduction entitlement, and by the introduction of the 
RPA, which will make it easier for small businesses to contribute to employee pen- 
sions. 


Taking these improvements together, the new system of tax-assisted savings should 
contribute materially to a stronger private pension system. Canadians will be better 
able to plan and control their retirement saving and build pensions for the satisfac- 
tory maintenance of their living standards in retirement. 
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Appendix 


Technical Notes 


1. 


The notes below provide information on a number of technical questions which arise 
in connection with the new system of tax assistance for retirement saving. 


The Definition of Pensionable Earnings 


The Income Tax Act includes, at present, a definition of earnings for purposes of the 
application of the RRSP contribution limit of 20 per cent of earnings. These earnings 
are broader than the wage income on which maximum pension rules for RPPs are 
based, since they are intended to provide coverage for self-employed workers as well 
as employees. 


The purpose of a pension is to replace income lost upon retirement. An ideal defin1- 
tion of pensionable earnings would therefore include only income sources which cease 
upon retirement and would be net of all work-related expenses, since they would also 
cease at retirement. In practice, the choice of earnings and expense components to be 
included in the definition must also reflect the fact that RPP and RRSP contributors 
will have to report the earnings amount each year. If possible, the amount should be 
readily identifiable on the tax return. For this reason, the definition proposed here 
does not make any adjustment for some of the expenses that cease on retirement. 


The proposed definition of ‘pensionable earnings” includes the following compo- 
nents: 


(a) income from all offices or employments before the deduction of Unemploy- 
ment Insurance, C/QPP, and RPP contributions, but net of all expenses or 
losses; 


(b) income from all businesses carried on either alone or as a partner actively 
engaged in the business, net of any losses during the year; 


(c) royalties in respect of a work or invention of which the tax filer was the 
author or inventor; 


(d) net research grants; 
(e) registered supplemental unemployment insurance benefits; 


(f) amounts received as alimony or maintenance. 
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2. 


Bs 
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This definition departs in several ways from the earned income definition currently 
used for RRSP purposes: 


e It excludes various forms of pension income which obviously do not need to 
be replaced upon retirement. These are: OAS and C/QPP benefits, retire- 
ment and death benefits under employer-sponsored RPPs, RRSP with- 
drawals, DPSP benefits and retiring allowances. Another reason for exclud- 
ing these income components is that, as they are in most cases the subject 
of tax deferral, they should not form the base for additional tax deferral. 


e It excludes benefits from other government programs — RHOSP withdraw- 
als, CHIP grants and energy conversion grants — which are not part of 
earned income. 


e It excludes net rental income except where it is earned through active 
engagement in a business. 


e It does not require that earnings be reduced by unemployment insurance 
premiums. 


For all tax filers together, the net effect of these changes on the total amount of pen- 
sionable earnings will not be large since the addition of unemployment insurance 
premiums will largely offset the exclusion of the various forms of pension income. 


Timing of Contributions and Deductions 


Rules governing the timing of deductible contributions will remain unchanged. 
Individuals will have 60 days from the end of the calendar year to make contribu- 
tions to RRSPs for that year. The accounting for employer and employee contribu- 
tions to other money purchase plans will be by calendar year. The reporting of pension 
benefit accruals under a defined benefit plan preferably would also be by calendar 
year, but further discussion with plan administrators will be held to determine if this 
is feasible and to explore alternatives if necessary. 


Loss of Unvested Benefits or Contributions 


Under the proposed system, all pension benefit accruals and money purchase contribu- 
tions by the employer are taken into account in calculating deduction entitlement 
even if they are not fully vested in the employee. Certain adjustments are therefore 
necessary if the employee moves to another job before full vesting of benefits. 


In the case of a defined benefit plan, the employee’s accrued pension benefits in the 
plan would be reduced to zero and he would typically be entitled to a refund of his 
own contributions, with or without interest, and possibly a part of the employer’s con- 
tributions. The employee would automatically have additional deduction entitlement 
equal to 9 times the value of the accrued pension benefits now lost. This would pro- 
vide adequate room to transfer any contribution refunds to an RRSP and for addi- 


tional contributions to make up for the loss of a part, or all, of the employer’s contri- 
butions. 


In the case of a money purchase plan, a refund of any contributions can be transferred 
to any other money purchase plan (including an RRSP) as a tax-free roll-over. Such 
roll-overs do not enter the calculation of deduction entitlement described earlier. Any 
forfeiture of employer contributions in a money purchase plan would, however, serve to 
reduce the accumulated total of money purchase contributions in that year, thereby 
giving additional contribution deduction entitlement to the employee. Employers 
will, therefore, be required to report such forfeitures to employees and Revenue 
Canada. 


4. Pre-1985 Service in Defined Benefit Plans 


The new system applies to years of service after 1984. This does not pose any special 
problem for money purchase RPPs or RRSPs. Only contributions made after 1984 to 
such plans would enter the calculation of deduction entitlement under the new sys- 
tem. In defined benefit plans, however, benefits accrued for pre-1985 years may 
depend upon employees’ earnings in years under the new system (as under most 
career average, final average, or best average plans), or the benefits payable under 
the plan may be retroactively enriched up to the permissible limits. Special rules may 
thus be needed for differentiating between old and new system benefits under such 
plans. 


A number of alternatives were considered for separating old and new service pension 
benefits under a defined benefit plan. The option that appears to be administratively 
the simplest and provide the greatest flexibility to employers and employees is to pro- 
rate the total accrued pension by the number of years of service under each system. 
The pension accrued in a defined benefit plan would be multiplied by the ratio of the 
number of years of pensionable service after 1984 to the total number of years of pen- 
sionable service. The pro-rated amount would enter line 4 in the calculation schedule 
for contribution limits shown in Chapter 3. 


An alternative means of treating defined benefit accruals for years prior to 1985 would 
be to credit the tax filer with extra contribution room equal to 9 times the value of 
the defined benefit pension accrued as of December 31, 1984. This would permit 
employers to report the full accrued value of pensions based on pre- and post-1985 
service. One drawback of this alternative is that it would require the reporting of ben- 
efit increases and forfeitures, and corresponding changes in deduction entitlement, 
for years prior to the start-up of the new system. 


5. Past Service Purchase 


With the career base for target contributions and the carry-forward of unused contri- 
bution room, there is no need for any special provision for past-service contributions 
under the new system. This is one area of the legislation which is currently very com- 
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plex and would be simplified considerably. The only rules needed for past service are 
thus transitional in nature and relate to years of service prior to 1985. 


It is proposed that contributions to an RPP for years of past service before 1985 con- 
tinue to be governed by the present dollar limits. Thus, for pre-1985 years of service 
in which the employee was not a contributor to the plan, additional deduction enti- 
tlement of $3,500 a year will be provided for employee past-service contributions in 
both Stages I and II. 


Past-service contributions for post-1984 years of service will be treated the same as 
current service contributions. Thus, employee contributions to a defined benefit RPP 
will become deductible without limit while money purchase contributions will be gov- 
erned by the target contribution limit. 


6. Pensions-in-Pay 
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Pensions-in-pay are the benefits that are received by an individual from a pension 
plan upon retirement. Under the new system, members of a defined benefit RPP are 
assigned a deemed contribution equal to 9 times the pension accrual in the plan. 
Upon retirement, the pension accrual becomes a pension-in-pay and the individual is 
assigned a deemed contribution equal to 9 times the amount of this pension-in-pay 
(which would include any “bridging benefits” paid to make up for the absence of 
OAS or C/QPP benefits prior to age 65). In most cases of normal retirement, the 
amount of pension accrued would be the same as the pension-in-pay, and the switch 
from one to the other would have no effect on the future deduction entitlement of the 
individual to age 70. If the pension-in-pay is smaller than the accrued pension (as 
would likely be the case if the retirement were earlier than the normal age), the 
individual could become entitled to an additional contribution equal to 9 times the 
difference between the accrued pension and the pension-in-pay. The reverse would be 
the case if the pension-in-pay were larger than the pension accrual reported prior to 
retirement. 


While this proposed treatment of pensions-in-pay is fair and reasonable in most nor- 
mal retirement situations, it provides a higher level of tax assistance to individuals 
who retire prior to the normal retirement age with full, unreduced pensions. This 
occurs because the funding factor of 9 used in calculating the ‘‘deemed contribution” 
value of pension accruals is appropriate only for pensions that commence at or close 
to the normal retirement age of 65. Pensions that commence at an earlier age are 
relatively more valuable because they are expected to be paid over a longer period of 
time. For example, the capital value of a pension of $50,000 a year (indexed to the 
CPI minus 1 per cent) is about $626,000 if started at age 65, but $696,000 if started 
at age 60, assuming the real interest rate to be 344 per cent a year. 


Ideally, when a pension is payable from a defined benefit RPP before age 65, it should 
be converted into a “deemed contribution” value by using a higher funding factor 
than 9. This treatment could create many difficult circumstances, however. It could 
cause many individuals to exceed the limits when they retire early with an unreduced 
or only partially reduced pension. What is proposed instead is that there be no tax- 


free rollover of pensions-in-pay into a RRSP in addition to any contribution room 
available within the comprehensive limits. At present, income from an RPP or 
RRSP, as well as C/QPP and OAS benefits, can be rolled tax-free into another RPP 
or RRSP. Where an individual is paid the maximum pension at an earlier age, this 
rollover can produce a pension at age 65 which is considerably in excess of the 
maximum. 


The proposed system of assimilating the roll-over of pensions-in-pay under the com- 
prehensive deduction limits would provide adequate flexibility to employers and 
employees in their retirement decisions. At the same time, it would ensure that early 
retirement, with an unreduced pension, could not be used as a device for obtaining 
tax assistance for pensions in excess of the target amounts. This system would still 
imply greater tax assistance to those retiring early with unreduced pensions than 
would a system with a proper valuation of the ‘‘deemed contribution” worth of such 
pensions. 


To allow adequate transitional relief to individuals who have already retired or are 
close to retirement, it is proposed to delay the change in treatment of pension roll- 
overs until January 1, 1990. The restriction on the roll-over of pensions at that time 
would apply to C/QPP and OAS benefits as well as to private pensions. 


The discussion above is only relevant for pensions from a defined benefit plan. Pension 
accruals or benefits from a money purchase plan do not enter the calculation of deduc- 
tion entitlement under the new system. Contributions to such plans are explicitly 
identifiable and there is no need to value them indirectly by multiplying the benefit 
payments by a funding factor. Also, money purchase plans do not afford any opportu- 
nity for larger tax assistance through early retirement. The contributions that can be 
made to such a plan are governed by the target contribution limits, and retirement 
at an earlier age would automatically imply an actuarially reduced pension benefit. 


7. Excess Contributions 


At present, excess contributions to RRSPs and DPSPs, above a threshold of 

$5,500, are subject to a penalty tax of 1 per cent per month or 12 per cent per year 
as well as being non-deductible. Under the proposed new system, this penalty will be 
modified to make it less onerous. 


In considering the treatment of excess contributions, we have drawn a distinction 
between voluntary and involuntary over-contributions. When the new system of 
limits is applied to defined benefit plans, involuntary over-contributions can arise in 
certain circumstances. For example, an employer may institute or upgrade an RPP 
covering years of past service for which some employees have made RRSP contribu- 
tions. Again, an individual whose earnings rise sharply could find that his pension 
accrual under a final average, defined benefit RPP has risen above his target pension 
limit. These circumstances are expected to be rare. Nevertheless, they point to the 
need for a non-punitive treatment of unintentional over-contributions. 


The new system will provide for a recovery charge to deal with such involuntary 
excess contributions. The charge is designed merely to recover the tax assistance on 
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non-entitled deductions and would not be punitive. As detailed in the example below, 
the tax deferral benefit of excess contributions can be approximated by an annual 
recovery charge of one-quarter of the prevailing interest rate. Taking into account the 
tax averaging advantage as well, a recovery charge of 4 per cent a year of the amount 
of excess contribution would be appropriate at a prevailing interest rate of about 

12 per cent a year. Alternatively, the excess tax assistance could be recovered by 
specifying a deemed taxable benefit equal to say, 8 per cent of the excess contribu- 
tion. This would result in a recovery charge which was graduated according to the tax 
bracket of the contributor. 


While this charge will neutralize the tax advantage of involuntary excess contribu- 
tions, 1t will not necessarily discourage significant-excess contributions to RRSPs and 
other money purchase vehicles. To discourage such excess contributions, it is proposed 
that no deduction be permitted for contributions to money purchase vehicles in excess 
of the limits. This treatment should not impose any hardship, given that such contri- 
butions are voluntary in most cases. Empoyees would be given time to withdraw 
excess contributions in order to avoid both the 4-per-cent charge and non-deductibil- 
ity of excess contributions. 


The following example assumes a 12-per-cent rate of interest, a 50-per-cent tax rate, 
and a full taxation of the income on non-RRSP savings. 


Tax Deferral Advantage of Saving Through an RRSP 


Non-RRSP RRSP 
savings savings 
(dollars) 

Pre-tax income 100 100 
Less: tax — 50 we)! 
Net-of-tax saving 50 100 
Interest 6 12 
Less: end-of-year tax Sasi — 56 
Net capital at end of year 53 56 


If an individual were to contribute $100 to an RRSP and a year later withdraw all of 
the funds, including interest, he or she would be left with $56 after taxes. If the 

$100 of income were not placed in an RRSP, it would attract a tax of $50, and dur- 
ing the year the remaining $50 would earn $6 in interest. With the interest subject 
to tax, the individual would be left with $53. 


The tax deferral advantage is $56 less $53 which equals $3 or 3 per cent of the tax- 
sheltered investment. In general, with a tax rate of 50 per cent, the tax deferral 
advantage, expressed as a percentage of the tax sheltered contribution, will be one- 
quarter of the rate of interest. 


8. Retiring Allowances 


Retiring allowances are lump-sum payments made by employers to employees at the 
time of retirement or job termination. Under present law, a tax-free roll-over of a 
retiring allowance into an RRSP is permitted within certain limits. This special 
concession is provided because retiring allowances are usually a way of compensating 
employees for inadequate or non-existent pension benefits. 


Under the new system there would be no need for a special provision. If the employer 
does not provide an adequate pension plan, the employee is automatically given 
additional deduction entitlement for contributions to RRSPs. Unused entitlement is 
earried forward until age 70 and could be used to accommodate the roll-over of a 
retiring allowance into an RRSP. 


The new system will even provide some deduction entitlement to employees belong- 
ing to plans under which pension benefits accrue at the maximum rate of 2 per cent 
of earnings per annum. This is because the existing RPPs are generally integrated 
with the C/QPP; that is, the 2-per-cent benefit rate includes C/QPP benefits, while 
the target pension on which deduction entitlement is based excludes C/QPP benefits. 
Thus, individuals belonging to such plans would have additional deduction entitle- 
ment each year for contributions to RRSPs. If they did not use this room to the limit, 


they would be in a position to roll over a reasonable amount of retiring allowance 
into an RRSP. 


The proposed treatment of retiring allowances would be applicable only to allow- 
ances received for years of service after the start of the new system. Individuals would 
continue to be able to roll over allowances into an RRSP for years of service before 
1985, subject to the limit of $2,000 for each year in which the employee was covered 
by an RPP and $3,500 for each year in which he was not so covered. 


As a transitional measure, it is proposed to retain a tax-free roll-over of $2,000 per 
annum in Stage I. The amount of any roll-over of retiring allowance for the years 
1985, 1986, and 1987 will be taken into account, however, in the calculation of 
deduction entitlement under the mature system in 1988. It will serve to reduce the 
amount of any carry-forward of unused contribution room in respect of these years. 


9. Spousal Contributions 


Family law throughout Canada has moved in the direction of treating pensions as a 
family asset. It could be argued that the system of tax assistance for retirement sav- 
ings should also be based on the family, taking into account Joint earnings and pen- 
sion accruals of both spouses, and providing differentiated limits for single and mar- 
ried individuals. It has not been possible, however, to develop such a system that 
would be simple in design, afford adequate autonomy to the two spouses in their 
retirement planning, and accommodate changes in the family status of individuals. 
Hence the new system continues to be based on the individual. Tax deductible con- 
tributions are calculated on the basis of his or her earnings alone, as is now the case. 
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Two spouses would, however, continue to be able to use up their deduction entitle- 
ments by making contributions to their own RRSPs or to spousal RRSPs. 


The proposed system does recognize the additional savings requirement of married 
taxpayers. Pension benefits under a defined benefit plan can include survivor benefits 
equal to 60 per cent of the benefits payable to the member of the plan. The funding 
factor of 9 provides adequate deduction entitlement to all individuals to make provi- 
sion for survivor benefits in their pension annuities. 


10. Combination Plans 


The new system distinguishes between defined benefit and money purchase plans. But 
a few plans combine features of both. In such plans, pension funds are recorded for 
each employee separately, as under a money purchase plan, but benefits are subject to 
a certain minimum guaranteed by the employer or plan sponsor. Since these guaran- 
teed levels are not dependent on actual funds in the plan, they have the character of 
defined benefits. The guarantee may be designed to provide some basic minimum pen- 
sion, or may provide that the plan member receives the greater of the specified 
defined benefit pension and the pension that could be bought from the funds 
accumulated in the account of the employee. 


It is proposed that all such plans be treated as money purchase plans if the guaran- 
teed amounts are small in proportion to contributions and are designed to cover 
unforeseen contingencies. The treatment of other plans where the guaranteed 
amounts are more substantial will require a proper assessment of the adequacy of 
annual contributions in relation to the guaranteed amounts. Where the contribution 
levels are approximately equal to the actuarial value of the guaranteed benefits, the 
plan could be designated as either money purchase or defined benefit, subject to agree- 
ment between Revenue Canada and the plan sponsor. 


Il. Significant Shareholders 


Much concern has been expressed in the past about the scope provided for significant 
shareholders of corporations to use pension and related tax provisions as tax-planning 
devices. Special provisions have been adopted to limit their access to defined benefit 
plans. One of the effects, however, has been that many significant shareholders now 
find themselves in a less favourable position than other individuals. The proposed sys- 
tem overcomes this disadvantage by increasing the contribution limits to money pur- 
chase plans so as to make their potential pensions equal to those available from 
defined benefit plans. Everyone has the same access to tax assistance under the new 
system. 


i2. Employee Benefit Plans 


The government is concerned about the possibility of certain groups of employees 
being able to obtain additional, and potentially unlimited, tax deferral advantages 
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through an employee benefit plan. While no specific proposals are put forward at this 
time, consideration is being given to measures which would either deter the use of 
such plans for tax deferral purposes or would permit the integration of benefits accru- 
ing under such plans into the system of comprehensive pension and contribution 
limits. It 1s expected that any such measures, which would be developed in consulta- 
tion with the private sector, would come into effect in Stage I. 


Registration Requirements 


Implementation of the new system would permit considerable simplification of the 
pension registration requirements now in effect. Because of the integration of plan 
benefits into the calculation of a deemed contribution for the individual employee 
and the carry-forward of deduction entitlement, there would be less need to regulate 
matters such as past service enrichments, categories of employees covered, eligible 
service, and so on. The regulations could focus primarily on topics such as ancillary 
benefits (such as those for death and disability) and indexing provisions. Some regula- 
tions could be incorporated into the legislation. A detailed review of these rules is 
being postponed until public comment has been received on the basic design of the 
new system. 
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